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Return on Capital
By: Catherine E. Miles, Ph.D.
Chairman of Accounting Department
Georgia State College
Atlanta, Georgia

The current interest in the subject of Re
turn on Capital is evident by the many pub
lished articles in recent accounting and finan
cial literature. In fact, the subject has been
of such interest that a special report was made
and published in N.A.A. Research Report No.
35, “Return on Capital as a Guide to Man
agerial Decisions,” December 1, 1959. Special
meetings have been called with this as the
major topic, such as the N.A.A. Subject Con
ference in New York, October 1960, where
the discussion dealt with “Return on Capital
—Its Development and Uses.”
Many other examples could be cited show
ing the growing importance of this subject.
What is causing all the current interest in
“Return on Capital”? Certainly, the concept
itself is not new—a business is organized to
make a profit, and to make as great a profit
as possible with the least capital investment.
This is true not only of a corporation but of
an individual as well. If a person has funds
to invest, he wants to place them where they
will produce the greatest return on capital
invested. Taking another view, if a business
has alternative investment possibilities, it will
select that investment which is expected to
yield the highest return. Returning to the
question of what is causing the increased
interest in the capital return ratio, the answer
seems to be two-fold:
The first and most important reason appears
to be the increase in the number of ways the
ratio is now being used. The second concerns
the variety of interpretations of the meaning
of return on capital.
The return on capital ratio may be noted
from two points of view with the use and
interpretation differing in each:
(1) From an external viewpoint: A person
outside the firm may use the ratio to judge
the success of the company by its ability to
earn profits on capital investment. This is,
perhaps, the oldest use of the ratio and the
one that has common usage.
(2) From an internal viewpoint: The ratio
may be used by management to serve as a
guide for investment decisions, to tell more
about internal operations, and to indicate im
provements in internal operations. The in
creased internal use of the ratio appears to
be responsible for the current interest in
this subject.

General Interpretations
Given the financial statement of a company,
the percentage return on investment could be
computed by dividing the net profit as shown
on the income statement by the stockholders’
equity. But is this the whole story? Does
this figure give the real return on capital in
vested? It does show a return on the total
sum the stockholders have invested in the
company, but does it show the return on
capital? Is it correct to select the net income
figure as shown or should some other figure,
such as “net income before taxes,” be used?
Are there other items, such as depreciation,
which should be eliminated before arriving
at an amount which should be considered as
the earnings for comparison with capital in
vested?
After the decision has been made of the
proper income figure to be used, the problem is
not solved. There is the question of what cap
ital the earnings should be paired with to ob
tain the percentage figure. If earnings are used
with the stockholders’ equity, then they are
being compared with the total assets of the
company less the liabilities. Is this the “capital”
to which earnings should be related, or should
capital be considered as total assets employed
in the firm, or should some other concept of
capital be used?
N.A.A. Research Report No. 351 gives three
concepts of capital:
The first concept is that of capital meaning
the total capital available and includes all
assets entrusted to management’s control even
though currently some may not be producing
a return (for example, construction in prog
ress).
The second concept is that of capital mean
ing the total capital employed. This would
be the same as the first concept of capital
except excess or idle assets are eliminated
from the base figure.
The third concept is given as capital mean
ing the capital employed in operations. This
concept is a narrow view of management’s
responsibility as still other items are omitted
from the base figure, such as investments out
1N.A.A. Research Report No. 35, “Return on
Capital as a Guide to Managerial Decisions,”
December 1, 1959.
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side the business, current assets held to pay
short-term creditors, and similar items.
It is apparent from the Research Report
and other publications that practice varies as
to what is deemed income, or return, and
what is considered capital invested. Much
more is involved than just a play in semantics.
For instance, if the statement was made,
“The X Company has a return on capital of
20%,” no intelligent interpretation can be
given unless one knows the individual com
ponents which comprise the numerator and
the denominator for obtaining the percent
age. It is also well to remember that a re
ported 20% return on capital from one com
pany may not be comparable to a reported
20% return on another unless the same inter
pretation has been given for “profits” and
for “capital” in arriving at the reported ratios.
Delving deeper into the practices used in
determining return on capital, it will be found
that there are many different concepts of
values as to the assets making up the capital
figure even though a definite decision has
been made on the over-all concept of the
meaning of capital investment. Practices differ
regarding the value to be attached to fixed
assets. The asset may be included at:
(1)
Original cost or
(2)
Original cost less depreciation or
(3)
Replacement values.
Valid arguments can be given for the use of
any one of these. Other differences in practice
relate to:
(1) Accounts receivable—The question as
to whether to include these at actual
amounts or at the amount expected
to be realized.
(2) Inventories—Practice differs here, but
the weight seems to lean towards us
ing market value or standard cost.
(3) Cash—Even cash does not escape dif
fering practices for there is some
question as to whether cash should
be adjusted for amounts held for
major expansion and similar projects.
The list of differences in practice could be
expanded, but like so many practices in ac
counting, the greatest stress should not be
placed on the way something is done, but on
an understanding of the method used and
the ability to interpret the results intelligently.

the machine, compute expected annual sales
and also annual expenses (without deduction
for depreciation) to arrive at annual net in
come which that particular machine would
bring into the company. Then by dividing
the expected annual income into the original
cost of the machine you would have an
indication of how long it would take to re
cover the original cost. This method, called
the “pay-back” method, has some obvious
fallacies. A company is not only interested
in the recovery of original cost but in earning
interest on its capital investment at the same
time. Thus, some other method other than
the “pay-back” method of computing return
on capital could be better used in making
the decision of whether or not to buy the
new machine. A method in current use and
discussed is the “Discounted Cash Flow
Method.”2 Basically, the procedure is that
of estimating annual net income to be ob
tained from the new machine, and since this
is income to be received in the future, of
ascertaining the discount rate which equates
the estimated future annual income with the
present value outlay of capital used to buy
the machine. The decision can then be made
whether this rate is high enough to warrant
purchase of the machine.
This procedure is comparable to the
principal of discounting a note at the bank.
The bank discounts the maturity value of
the note for the length of time it must hold
it, and pays out the present value of the note.
With reference to the discussion of determin
ing whether or not to buy a new machine,
the present value would be known (original
cost of the machine) and the future amounts
of annual income would be estimated. The
interest or discount rate would not be known,
but once this is determined, the decision can
be made whether or not it would be wise
to make the investment.
The technical procedure of using the Dis
counted Cash Flow method is not too com
plicated. The only additional item required
is a standard cumulative discount table. By
use of this table, after the pay-out period
has been determined (original investment
divided by average profit after taxes but be
fore depreciation), this figure and the esti
mated life of the project figure is used to
lead to the discount rate in the standard
cumulative discount table. More complications
arise, of course, if income increases or de

Procedures
2There are actually two “Discounted Cash Flow
Methods”: (1) Present value and (2) yield on
investment. The present value method as applied
to “Discounted Cash Flow” is the method pre
ferred and referred to in this paper.

If you are contemplating buying a new
machine for use in your plant, how would
you decide whether to buy or keep using the
old machine? You might estimate the life of
4

(4) Testing the over-all budget: once the
budget has been completed, as a test
of the profit goal.
(5) Checking prospective investments in
other companies.
(6)
Pricing new products.
(7) Measuring departmental or cost-center
profit.
(8) Establishing and evaluating employee
incentive plans.

creases with the life of the machine, but the
same basic procedure is used.
The present value theory used in the
Discounted Cash Flow method is expressed
in the old saying, “A bird in hand is worth
two in the bush.” That is, a dollar in hand
today is worth more than a dollar which we
may get two years from now. If we invest a
dollar today, there must be the expectation
of receiving more than a dollar at some time
two or three years in the future. The funda
mental concept of present value may be shown
by a simple definition: the present value of
$1,000 payable three years from today is
said to be that amount of money which must
be invested today at compound interest in
order to receive $1,000 three years from now.
This will depend upon the rate of interest
and intervals of compounding.
This basic concept of present value may
be used to determine whether or not you
may wish to invest in a project even if you
do not have a cumulative discount table
available. If you have a project that promises
a return of $1,000 at the end of two years
and you are not willing to invest unless you
can obtain at least 5 per cent return on the
money, how much would you invest today
in order to secure the 5 per cent return?
If $1.00 is invested and it earns 5 per cent,
then the total at the end of the first year
would be $1.05. The $1.05 invested at 5
per cent would produce $1.1025 at the end
of the second year. Thus, the present value
of $1,000 at 5 per cent in two years may be
found by dividing $1,000 by $1.1025, or
$907.03. If the proposed investment could
be made for $907.03, or less, then the in
vestment would likely be made since the
rate of return would be at least 5 per cent.
This method may be used effectively in
dealing with future transactions rather than
historical data. Even if the discounted cash
flow method has been used in determining
whether to buy a machine, once the purchase
has been made and an evaluation is being
made of what has happened, the traditional
“financial statement” method would likely be
used and would give a different result be
cause of the “timing” involved.

While these are just a few of the many
uses of the capital return ratio, and while
each could be discussed at length, comments
will be limited to the last two uses.
In the suggested use of the capital return
ratio as a departmental or cost-center profit
measurement device, accounting has recog
nized the importance of maintaining cost
records so that costs (and also sales) may
be allocated to departments in order that
some determination of profits per department
may be obtained. If a company has three
departments, A, B, and C, the records would
be kept to report profits per department.
However, Department A is constantly asking
for and receiving new equipment, new furni
ture, air conditioning, etc. Thus even though
profits in Dept. A may be higher than in Dept.
B or C, there may be need for further an
alysis to see if Dept. A’s profits are high
enough, considering the extra capital in
vested. Here departmental return-on-capital
figures may be used effectively. If the amount
of capital employed in each department is
related to the profit of that department, a
return-on-capital for each department may be
obtained, and useful comparisons may be
made to see which department is making the
highest earnings with the capital invested in
the department. This type of analysis may
be carried beyond departments into cost
centers, and the further the break-down goes,
the greater the difficulty of allocating to any
meaningful degree the capital investments.
But at least it is a step forward in endeavor
ing to determine the effectiveness with which
each cost center is using its capital invest
ment.
It may be worth noting at this point that
extreme differences may be encountered de
pending upon whether depreciable assets are
used in the computations at original cost or
cost less depreciation. Assume that two de
partments represent investments for depreci
able assets of equal amounts, but in one the
assets were purchased in 1955 while the
assets for the other were purchased in 1960.
If depreciated asset values are used for com
puting capital employed, a different returnon-capital ratio would be obtained even

Internal Uses
The “Return-on-Capital” ratio may be
used in making managerial decisions in situ
ations such as the following:
(1) Determining whether to make a part,
or product, or to purchase it.
(2) Determining whether to “lease” or
“purchase.”
(3) Indicating volume for inventory con
trol.
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though all other figures for profits and other
capital items were the same.
A very interesting discussion on the returnon-capital ratio when used as an instrument
in employee incentive plans is presented by
Albert J. Bows3 in an article in the Atlanta
Economic Review. Incentive pay formulas
may be developed which take into consid
eration the capital requirements. When a
company pays its employees a bonus related
to profits, the profits are ordinarily those of
a particular division without considering the
capital invested in that part of the business.
In this case, management of a division may
not mind accumulating large inventories (or
tie up capital excessively in some other man
ner) if it will aid sales or production. Under
the usual methods of determining bonus pay

ments, members of a division would not be
penalized for stock piling of inventories or
excessive use of capital. However, if the profit
figure which is to be used for the determina
tion of the bonus is reduced by a charge for
capital used in the division, then division
managers will conceivably not ask for ad
ditional investment unless they are sure they
can improve their return-on-capital picture
with such investment.
Conclusions

In summary, the return-on-capital ratio has
many interpretations, methods of computation,
and uses. No one method is said to be the
correct method of computing the ratio but
any procedure employed should be used with
an understanding of its merits and weak
nesses. Above all, consider that the return-on
capital ratio as an indicator only to be used
with all other relevant data to give the best
understanding possible of the situation.

3Albert J. Bows, “Improving Return on Invest
ment in Your Business,” Atlanta Economic Re
view, Georgia State College of Business Adminis
tration, p. 14-17.

“CHOOSING ACCOUNTING PRACTICES FOR REPORTING TO
MANAGEMENT”—SUBJECT FOR ESSAY CONTEST
by authoritative regulation, urged by pro
nouncements made by organizations of ac
countants, determined by research to find
which practices are most effective for a given
purpose, or chosen at discretion of each com
pany’s management.
Essays will be reviewed by the NAA com
mittee on research planning and that commit
tee will select a maximum of three papers
which, in the opinion of the committee, merit
special recognition. Authors of these papers
will receive distinctive certificates and their
papers, together with other meritorious essays,
will be published. Essays must be received by
May 1, 1962 at NAA National Headquarters,
505 Park Avenue, New York 22, N. Y.
Objectives of the awards are to stimulate
original thinking and to improve the under
standing of management accounting. Case
studies will not qualify for awards, although
evidence from current practice may be used
to support conclusions drawn.

The National Association of Accountants has
announced special recognition awards offered
for research essays written on the topic
CHOOSING ACCOUNTING PRACTICES
FOR REPORTING TO MANAGEMENT. All
persons interested are invited to submit papers.
In describing the subject on which essays
must be written, the Association’s committee
on research planning suggests that considera
tion be given to the kinds of accounting data
relevant to management’s needs and the ex
tent to which these data differ from or are
like data required by other users of accounting
reports. Essays may examine the usefulness in
management accounting of generally accepted
accounting principles, requirements established
by regulatory and tax authorities, uniform in
dustry systems, and company standard prac
tices. Other questions relate to responsibility
for deciding what management accounting
practices should be accepted as standard. In
this area writers may ask whether management
accounting procedures should be prescribed
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